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  ACE	  Research	  Vignette:	  Why	  saving	  jobs	  and	  supporting	  failing	  firms	  can	  
be	  detrimental.	  
	  
This	  series	  of	   research	  vignettes	   is	  aimed	  at	  sharing	  current	  and	   interesting	  research	   findings	   from	  our	  team	  and	  other	  	  
international	   Entrepreneurship	   researchers.	   In	   this	   vignette,	  we	   summarise	   the	   findings	   from	  a	  paper	  written	  by	  Aviad	  
Pe’er	  and	  Ilan	  Vertinsky	  that	  examines	  “Why	  Saving	  Jobs	  and	  Supporting	  Failing	  Firms	  Can	  Be	  Detrimental”.	  
	  
	  
Background	  and	  Research	  Question	  
	  
Famous	   economist	   Joseph	   A.	   Schumpeter	   (1883-­‐1950)	   emphasized	   the	   importance	   of	   dynamism	   in	   the	   economy	   and	  
portrayed	  entrepreneurship	  as	  the	   important	   force	  of	  “Creative	  Destruction”	  that	  drives	  economic	  development.	  While	  
academics,	  media	  and	  policy	  makers	   tend	  to	  acknowledge	  the	  creation	  side	  of	   that	  notion,	   i.e.,	   the	   importance	  of	  new	  
firm	  creation	  and	  the	  launch	  of	  innovations,	  the	  idea	  that	  destruction	  –	  business	  failures	  –	  is	  an	  essential	  part	  of	  a	  sound	  
economy	  seems	  harder	  to	  embrace.	  Yet,	  for	  something	  new	  to	  grow,	  something	  old	  will	  have	  to	  give.	  Schumpeter’s	  ideas	  
were	  recently	  interestingly	  extended	  by	  Aviad	  Pe’er	  and	  Ilan	  Vertinsky	  where	  they	  argue	  that	  not	  only	  do	  successful	  new	  
entrants	   force	   substandard	   incumbent	   firms	   off	   the	   market	   but	   there	   is	   also	   a	   process	   whereby	   the	   exit	   (failure)	   of	  
established	  firms	  stimulates	  the	  entry	  of	  new	  firms.	  Why?	  Because	  these	  exits	  release	  resources	  –	  premises,	  machinery,	  
human	  knowledge	  –	  that	  would	  otherwise	  be	  difficult	  or	  prohibitively	  expensive	  for	  the	  new	  start-­‐up	  to	  come	  by.	  Hence:	  
	  
Figure	  1.	  Firm	  Exits	  as	  a	  Driver	  of	  New	  Entry	  
	  
	  
	  
	  
	  
	  
	  
	  
How	  they	  investigated	  this	  
Demonstrating	  an	  effect	   like	  the	  one	  depicted	  in	  Figure	  1	   is	  difficult	  for	  a	  number	  of	  reasons.	  For	  example,	  many	  other	  
factors	  influence	  the	  number	  of	  start-­‐ups	  in	  a	  location	  in	  a	  given	  period,	  and	  the	  causal	  direction	  may	  also	  run	  from	  Entry	  
to	  Exit.	  These	  authors	  combined	  high	  quality	  data	  from	  two	  large,	  Canadian	  databases	  which	  recorded	  all	  entry	  and	  exit	  
activity	   in	  selected	  manufacturing	   industries	   (food,	  apparel,	   fabricated	  metal,	  machinery,	  and	  electronics)	   from	  1983	  to	  
1998.	  The	  data	  also	  covered	  the	   location	  of	  the	  firms	  as	  well	  as	  a	  range	  of	  alternative	  drivers	  of	  regional	  differences	   in	  
firm	  start-­‐up	   rates	   (Entry).	   They	  applied	   sophisticated	   statistical	   techniques	   to	  make	   sure	   they	  got	   the	  direction	  of	   the	  
effect	  right	  while	  trying	  to	  rule	  out	  any	  alternative	  explanations.	  
	  
What	  they	  found	  
	  
Pe’er	  and	  Vertinsky	  found	  that	  increases	  in	  local	  exits	  of	  mature	  firms	  lead	  to	  a	  higher	  level	  of	  new	  entries	  to	  the	  location.	  
They	  further	  found	  that	  exits	  of	  mature	  firms	  in	  neighbouring	  locations	  also	  cause	  a	  higher	  level	  of	  new	  entrants	  to	  the	  
focal	   location,	  but	   less	  so	  than	  for	   local	  exits.	  They	  also	  found	  that	  this	  effect	   is	  essentially	  restricted	  to	  exits	  of	  mature	  
EXIT	  
In	  a	  location	  and	  neighbouring	  
locations	  in	  period	  1	  
ENTRY	  
of	  new	  start-­‐ups	  in	  the	  same	  
location	  in	  Period	  2	  
	  firms	   (and	   not	   the	   exit	   of	   short-­‐lived	   start-­‐ups)	   and	   that	   this	   churning	   process	   increases	   the	   productivity	   of	   the	   local	  
industry.	  Additionally,	  they	  found	  that	  the	  average	  productivity	  of	  new	  entrants	  is	  higher	  than	  the	  average	  productivity	  of	  
the	  mature	   firms	   that	   exit.	   However,	   there	   is	   a	   limit	   to	   the	   positive	   effect	   of	   exits.	   Persistently	   high	   rates	   of	   exit	   in	   a	  
location	  are	  not	  associated	  with	  high	  entry	  rates.	  Overall	  the	  authors	  found	  reason	  to	  conclude	  that	  “exits	  of	  firms	  in	  a	  
location	  generates	  more	  opportunities	  in	  that	  location	  and	  therefore	  attracts	  new	  entrants.”	  
	  
Business	  and	  policy	  advice	  
	  
This	   Canadian	   example	   is	   likely	   to	   reflect	   processes	   that	   are	   at	   work	   in	   other	   countries	   and	   time	   periods,	   including	  
present-­‐day	   Australia.	   In	   the	   authors’	   own	   words	   the	   results	   suggest	   that	   “regional	   policies	   should	   be	   careful	   not	   to	  
suppress	  evolutionary	  processes	  of	  local	  creative	  destruction	  that	  increase	  local	  productivity.	  In	  particular,	  policies	  aimed	  
at	  supporting	  failing	  companies	  (...)	  should	  be	  carefully	  evaluated.”	  In	  short:	  trying	  to	  save	  particular	  firms	  and	  particular	  
jobs	  is	  likely	  to	  counter-­‐productive.	  What	  is	  important	  is	  to	  have	  a	  dynamic	  economy	  where	  resources	  released	  by	  failing	  
firms	  get	  re-­‐deployed	  for	  more	  productive	  use	  by	  innovative	  start-­‐ups.	  However,	  the	  authors	  also	  point	  out	  that	  “exit	  of	  
young	  entrants	  may	  be	  wasteful”	  as	  their	  exit	   is	  not	  associated	  with	   increased	  new	  entry	  and	  that	  “temporary	  aid	  may	  
help	  these	  companies	  to	  survive	  and	  have	  a	  chance	  of	  realizing	  their	  full	  potential.”	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